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(Release  Nos.  33-5878.  34-14103,  35-20229; 

S7-724] 

MINERAL  RESOURCE  ASSETS 
Replacement  Cost  Disclosures 

AGENCY:  Securities  and  Exchange 
Commission. 

ACTION:  Proposed  rules, 

SUMMARY:  The  Commission  is  pro¬ 
posing  amended  rules  (1)  to  rescind  the 
existing  requirements  for  certain  regis¬ 
trants  to  disclose  replacement  cost  in¬ 
formation  about  their  mineral  resource 
assets  employed  in  oil  and  gas  producing 
activities  which  was  to  be  effective  in 
financial  statements  covering  fiscal  years 
ending  on  or  after  December  25,  1977, 
and  (2)  to  require  registrants  with  min¬ 
eral  resource  assets  employed  in  oil  and 
gas  producing  activities  to  disclose  in 
filings  covering  fiscal  years  ending  on  or 
after  December  25,  1978,  information 
based  on  the  present  value  of  future  net 
revenues  from  estimated  production  of 
proved  oil  and  gas  reserves.  The  proposed 
disclosures  cannot  be  described  as  re¬ 
placement  cost  information;  however, 
they  would  provide  information  on  the 
differences  between  the  historical  costs 
associated  with  proved  oil  and  gas  re¬ 
serves  shown  in  the  financial  statements 
and  the  future  net  revenues  to  be  derived 
from  these  reserves. 

DATE:  Comments  should  be  submitted 
on  or  before  March  31,  1978. 

ADDRESS:  Comments  should  refer  to 
File  S7-724  and  should  be  submitted  in 
triplicate  to  George  A.  Fitzsimmons,  Sec¬ 
retary,  Securities  and  Exchange  Com¬ 
mission,  500  North  Capitol  Street,  Wash¬ 
ington,  D.C.  20549.  All  comments  will  be 
available  for  public  inspection. 

FOR  FURTHER  INFORMATION  CON¬ 
TACT: 

Richard  C.  Adkerson,  Office  of  the 
Chief  Accountant,  Securities  and  Ex¬ 
change  Commission,  500  North  Capitol 
Street,  Washington,  D.C.  20549,  202- 
755-1671. 

SUPPLEMENTARY  INFORMATION: 
On  March  23,  1976,  the  Commission  in 
Accounting  Series  Release  No.  190  [41 
FR  135991  amended  17  CFR  Part  210 
[Regulation  S-Xl  to  add  a  new  rule 
[§  210.3-17]  applicable  to  registrants 
meeting  specified  size  criteria  to  disclose 
in  financial  statements  filed  with  the 
Commission  certain  information  based 
on  the  estimated  current  replacement 
cost  of  inventories  and  productive  ca¬ 
pacity.  Section  210.3-17  became  effective 
in  financial  statements  covering  fiscal 
years  ended  on  or  after  December  25, 
1976,  except  for  a  year’s  exemption  pro¬ 
vided  to  the  mineral  resource  assets  of 


registrants  engaged  in  the  extractive  in¬ 
dustries  and  to  certain  foreign  assets. 

The  delayed  effective  date  for  mineral 
resource  assets  was  provided  by  the  Com¬ 
mission  in  recognition  of  the  particularly 
severe  problems  in  implementing  the  re¬ 
placement  cost  requirement  in  the  ex¬ 
tractive  industries  and  because  of  the 
willingness  of  the  American  Petroleum 
Institute  to  sponsor  a  major  research 
study  on  applying  the  provisions  of 
§  210.3-17  to  assets  directly  related  to 
oil  and  gas  reserves. 

The  research  study  culminated  in  a 
report,  “Measuring  and  Reporting  the 
‘Replacement’  Cost  of  Oil  and  Gas  Re¬ 
serves,”  by  Professors  Glenn  A.  Welsch 
and  Edward  B.  Deakin  of  the  University 
of  Texas  at  Austin  (the  “Welsch -Deakin 
Study”) .  'The  Commission  has  received 
the  Welsch-Deakin  Report  together  with 
a  letter  of  transmittal  from  the  Ameri¬ 
can  Petroleum  Institute  (the  “API”). 
The  API  transmittal  letter  reflected  dis¬ 
agreement  with  certain  conclusions  of 
the  Welsch-Deakin  Study  and  offered 
alternative  recommendations  to  the 
Commission. 

The  Commission’s  Office  of  the  Chief 
Accountant  followed  closely  the  progress 
of  the  Welsch-Deakin  Study  during  the 
past  year.  A  member  of  the  Commission’s 
staff  attended  the  meetings  of  the  API 
Advisory  Committee  to  the  research 
team. 

Although  it  disagreed  with  the  conclu¬ 
sions  of  the  research  team,  the  API 
stated  in  its  transmittal  letter  that 
“  •  *  •  the  University  of  Texas  research 
team  has  made  a  substantial  contribu¬ 
tion  to  a  complex  subject  and  we  are 
pleased  that  we  had  the  opportunity  to 
sponsor  it.”  ’The  Commission  also  views 
the  research  team’s  effort  as  a  substan¬ 
tial  contribution  in  this  area  and  com¬ 
mends  the  API  for  its  part  in  sponsoring 
and  supporting  the  work  of  the  fesearch 
team. 

In  addition,  the  Financial  Accounting 
Standards  Board  (the  “FASB”)  has  been 
engaged  in  a  project  involving  financial 
accounting  and  reporting  in  the  extrac¬ 
tive  industries.  The  FASB  puWished  a 
discussion  memorandum  on  December 
23, 1976,  which  presented  issues  as  a  basis 
for  .soliciting  written  submissions  and  for 
a  public  hearing  on  this  project.  'The 
discussion  memorandum  presented  sev¬ 
eral  issues  which  are  relevant  to  the 
Commission’s  replacement  cost  project, 
including  the  definition,  measurement, 
and  valuation  of  mineral  reserves  and 
financial  statement  disclosure  of  infor¬ 
mation  unique  to  the  extractive  in¬ 
dustries. 

On  July  15,  1977,  the  FASB  published 
an  exposure  draft  of  a  proposed  State¬ 
ment  of  Financial  Accounting  Standards, 
“Financial  Accounting  and  Reporting  by 
Oil  and  Gas  Producing  Companies”  (the 
“FASB  Exposure  Draft”) .  The  FASB  in¬ 
dicated  therein  that  it  considered  alter¬ 
natives  to  the  traditional  historical  cost 
basis  of  accounting  for  oil  and  gas  re¬ 
serves  but  determined  that  any  decision 
on  applying  value  accounting  to  oil  and 
gas  companies  should  await  resolution 


of  the  broader  issue  of  the  general  ap¬ 
plicability  of  value  accounting  in  the 
FASB  project,  “Conceptual  Framework 
for  Financial  Accounting  and  Reporting.” 

The  FASB  proposed  disclosure  of 
proved  reserve  quantities  but  concluded 
not  to  propose  disclosure  of  reserve  val¬ 
ues  in  financial  statements.  It  stated,  "In 
light  of  the  positions  of  the  American 
Petroleum  Institute  [referred  to  above 
and  discussed  below]  •  •  •  and  the  SEC,* 
the  Board  believes  that  the  question  of 
whether  reserve  values  are  reasonably 
estimable  and  appropriate  for  inclusion 
in  financial  statements  requires  still  fur¬ 
ther  examination  before  it  can  be  re¬ 
solved.” 

Subsequent  to  the  issuance  of  the 
FASB  Exposure  Draft,  the  Federal  En¬ 
ergy  Administrator  in  connection  with 
FEA’s  consultation  role  in  the  develop¬ 
ment  of  accounting  practices  for  oil  and 
gas  producers  pursuant  to  Section  503  of 
the  Energy  Policy  and  Conservation  Act, 
Pub.  L.  94-163  (the  “EPCA”),*  indicated 
that  “[vlaluing  reserves  gives  a  clearer 
picture  of  what  expenditures  have  pro¬ 
duced.  The  existing  and  proposed  meth¬ 
ods  of  reporting  reserves  data  do  not 
fully  reflect  the  impact  of  [the  variables 
which  affect  revenue  from  producing  re¬ 
serves!.  We  would  like  to  see  this  ques¬ 
tion  explored  further  *  •  *.” 

•nie  EPCA  requires,  for  purposes  of  de¬ 
veloping  a  reliable  energy  data  base,  the 
Commission  to  assure  the  development 
(by  December  22,  1977)  and  the  observ¬ 
ance  of  accounting  practices  to  be  fol¬ 
lowed  in  the  preparation  of  accounts  by 
persons  engaged,  in  whole  or  in  part,  in 
the  production  of  crude  oil  or  natural 
gas  in  the  United  States.  Subsection  503 
(c)  indicates  types  of  information  to  be 
included  in  the  energy  data  base.  While 
information  on  the  present  value  of  fu¬ 
ture  net  revenues  from  oil  and  gas  pro¬ 
duction  is  not  specifically  required  by  the 
EPCA,  Subsection  503(c)(3)  provides 
that  the  energy  data  base  consists  of 
“•  *  •  [sluch  other  information,  pro¬ 
jections,  and  relationships  of*  collected 
data  as  shall  be  necessary  to  facilitate 
the  compilation  of  such  data  base.” 

’The  Welsch-Deakin  Study  indicates 
that  “•  •  •  use  of  the  historical  data  spe¬ 
cifically  listed  in  Section  503(c)  alone 
will  not  adequately  meet  the  needs  of 
policy  makers  or  investors  because  such 
data  will  not  provide  sufficient  informa¬ 
tion  about  the  current  econcmaics  of  the 
oil  and  gas  industry.” 


»In  Securities  Act  Release  No.  5837  (42  PR 
33135],  dated  June  20,  1977,  the  Commission 
stated,  “The  Commissions  staff  has  recently 
received,  and  is  currently  reviewing,  the  re¬ 
sults  of  the  (Welsch-Deakin)  research  study 
together  with  recommendations  of  the  Amer¬ 
ican  Petroleum  Institute.  No  comments  are 
being  solicited  on  the  disclosure  of  current 
value  and  current  cost  data  until  the  eval¬ 
uation  of  the  American  Petroleum  Institute 
project  is  completed.  “Excerpts  from  the 
Welsch-Deakin  study,”  Appendix  I,  is  filed 
as  part  of  the  original  document. 

>The  Commission’s  responsibilities  under 
the  EPCA  are  discussed  in  Securities  Act  Re¬ 
leases  No.  5837  (  42  FR  33135],  No.  5861  (42 
FR  44972],  and  No.  5877,  issued  concurrently 
with  this  release. 
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Commission’s  Original  Position 

In  the  “Notice  of  Proposed  Amend¬ 
ments  to  Regulation  S-X  to  Require  Dis¬ 
closure  of  Certain  Replacement  Cost 
Data  in  Notes  to  Financial  Statements,”  * 
the  Commission  proposed  the  following 
approach  to  developing  replacement  cost 
information  on  mineral  resource  assets: 

A  special  problem  In  applying  the  replace¬ 
ment  cost  concept  occurs  when  attempting 
to  value  natural  resource  reserves.  It  is  not 
meaningful  to  measure  the  cost  of  reproduc¬ 
ing  the  specific  mines  or  wells  which  com¬ 
prise  the  depletable  assets  of  a  natural  re¬ 
source  company.  In  this  case,  therefore,  it 
wUl  normally  be  necessary  to  estimate  the 
cost  of  purchasing  the  existing  mineral  re¬ 
serves  owned  by  the  company.  Frequently 
it  is  possible  to  make  such  an  estimate  on 
the  basis  of  the  value  of  comparable  reserves 
avaUable  in  the  market  place  with  adjust¬ 
ments  as  deemed  appropriate.  Professional 
engineers  are  known  to  make  such  determi¬ 
nations.  However,  where  in  the  Judgment  of 
management  such  values  are  not  an  appro¬ 
priate  reflection  of  current  values  or  such 
values  cannot  be  reasonably  obtained,  cur¬ 
rent  values  determined  on  some  other  basis 
may  be  used  in  addition  to  or  in  lieu  of  re¬ 
placement  cost  methods.  Where  this  is  the 
case,  disclosure  of  the  methods  used  along 
with  the  reasons  for  using  them  and  an 
explanation  of  the  meaning  of  the  resulting 
valuation  will  be  required. 

In  its  submission  in  response  to  this 
proposal,  the  American  Petroleum  In¬ 
stitute  took  issue  with  the  Oommlssion’s 
suggestion  that  reserves  comparable  to 
those  owned  by  registrants  are  frequent¬ 
ly  available  in  the  maiicet  plsu:e  and  em¬ 
phasized  the  ccxnplexities  of  valuing  oil 
and  gas  reserves.  Subsequent  discussions 
between  API  representatives  and  the 
Chief  Accountant  of  Uie  Commission  re¬ 
sulted  in  the  undertaking  by  the  API 
to  sponsor  research  into  applying  the  re¬ 
placement  cost  concept  to  oil  and  gas 
reserves  during  the  one-year  exemption 
from  S  210.3-17  provided  to  mineral  re¬ 
source  assets. 

Welsch-Deakin  Study  * 

The  Welsch-Deakin  Study  indicated 
the  following: 

Ideally,  the  current  cost  of  an  asset  should 
be  equal  to  the  exchange  price  of  an  identi¬ 
cal  asset  determined  by  the  operation  of  an 
exchange  market  that  is  broad,  extensive, 
and  open.  The  market  should  be  (a)  broad 
in  the  sense  that  there  is  widespread  mar¬ 
ket  availability,  (b)  extensive  in  that  a  large 
number  of  transactions  take  place  over  any 
given  period  of  time,  and  (c)  open  in  that 
the  relevant  economic  details  of  any  given 
exchange  transaction  are  available  to  all  per¬ 
sons  desiring  such  information.  The  assets 
exchanged  should  be  essentially  identical  or 
subject  to  translation  into  identical  units 
to  those  held  by  means  of  some  logical  con¬ 
version  standard.  In  such  a  situation  deter¬ 
mination  of  current  cost  Involves  cataloging 

‘Securities  Act  Release  No.  6608  (  40  PR 
40550]  issued  on  August  28,  1075. 

‘  The  Welsch-Deakin  Study  has  been 
placed  in  the  Public  file  for  this  rulemaking 
proposal.  Photocopies  of  the  Study  may  be 
obtained  from  the  Commission’s  Public  Ref¬ 
erence  Section.  A  copy  is  also  on  file  with  the 
Office  of  the  Federal  Register  as  part  of  the 
original  document. 


existing  assets  using  the  available  market- 
exchange  data. 

As  each  of  the  three  conditions  for  ideal 
current  cost  determination  is  relaxed,  signifi¬ 
cant  problems  arise  in  implementation  of  a 
current  cost  method.  Oil  and  gas  reserves 
are  not  identical  in  all  fields.  There  are  few 
exchanges  of  reserves  in  place.  The  price 
paid  in  an  exchange  transaction  and  other 
details  of  the  transaction — such  as  plans  for 
future  development  of  the  properties  ex¬ 
changed — are  generally  not  disclosed  in  suffi¬ 
cient  detail  to  allow  computation  of  a  per- 
barrel  price  for  the  reserves  sold.  Moreover, 
purchases  may  be  made  for  many  reasons 
that  do  not  relate  to  the  production  of  oil 
and  gas  for  ultimate  sale.  For  these  reasons, 
it  is  necessary  to  develop  a  surrogate  for 
current  cost  that  will  meet  the  objectives  of 
the  disclosures  required  by  ASR  190. 

Seven  primary  approaches  to  develop¬ 
ing  a  surrogate  for  the  current  cost  of 
oil  and  gas  reserves  were  considered. 
They  ranged  from  indexing  historical 
cost  amounts  to  estimating  the  costs  to 
replace  oil  and  gas  reserves  based  on 
forecasts  of  prospective  operations.  For 
various  reasons,  only  two  approaches 
were  found  to  be  worthy  of  detailed  scru¬ 
tiny.  These  two  approaches  were  (1)  the 
recent  finding  and  development  cost  ap¬ 
proach  and  (2)  the  equivalent  purchase 
cost  approach. 

The  recent  finding  and  development 
cost  approach  would  require  an  analy¬ 
sis  of  recent  expenditures  incurred  by  a 
company  and  the  related  oil  and  gas  re¬ 
serves  discovered  and  developed.  ITiis 
approach  was  considered  primarily  from 
the  standpoint  of  developing  the  data  on 
an  individual -company  basis,  since  using 
an  industry-wide  basis  was  considered 
to  be  impracticable  and  not  meaning¬ 
ful  for  individual  company  presenta¬ 
tions.  While  a  recent  cost  approach 
might  be  more  compatible  with  the  ap¬ 
proaches  used  by  registrants  in  other  in¬ 
dustries  to  develop  replacement  cost 
data,  the  research  t^m  rejected  it  as  an 
acceptable  approach,  principally  because 
of  the  impossibility  of  relating  expendi¬ 
tures  and  reserve  additions  in  a  mean¬ 
ingful  manner. 

The  approach  recommended  by  the  re¬ 
search  team  is  conceptually  the  same  as 
that  proposed  by  the  Commission  in  its 
replacement  cost  rulemaking  proposal 
described  above.  It  was  designated  the 
“equivalent  purchase  cost”  method  and 
was  described  in  the  research  report  as 
follows: 

This  method  focuses  on  estimating  what 
an  independent  purchaser  would  be  willing 
to  pay  for  a  portfolio  of  oil  and  gas  re¬ 
serves  Identical  to  those  held  by  the  com¬ 
pany.  The  amount  the  independent  pur¬ 
chaser  would  be  willing  to  pay  is  viewed 
as  a  surrogate  for  the  cost  of  the  reserves 
currently  held  by  the  company.  In  the  eco¬ 
nomic  sense,  the  Independent  purchaser 
would  be  willing  to  pay  an  amount  equal  to 
the  expected  net  present  value  (to  the  in¬ 
dependent  purchaser)  of  reserves  that  are 
essentially  the  same  as  those  held  by  the 
company. 

The  research  team  indicated  that  this 
equivalent  purchase  cost  could  be  esti¬ 
mated  using  a  discoimted  cash  flow 
technique  and  that  the  amount  so  com¬ 


puted  should  be  disclosed  as  the  present 
cost°  of  the  reserves  held  at  the  end  of 
the  period  and  amortization  of  the  aver¬ 
age  equivalent  purchase  cost  during  the 
year  should  be  used  as  the  present  cost 
of  sales. 

The  research  team  concluded  that  the 
term  “replacement  cost”  is  not  relevant 
for  oil  and  gas  reserves  because: 

By  definition,  oil  and  gas  reserves  are 
not  replaceable: 

Oil  and  gas  reserves  are  not  being  re¬ 
placed  and  a  shortfall  has  developed 
that  is  widening  with  respect  to  domes¬ 
tic  reserves:  and 

Those  reserves  that  are  being  discov¬ 
ered  differ  from  existing  reserves  be¬ 
cause  new  reserves  are  located  in  differ¬ 
ent  environments,  subject  to  different 
price  constraints,  and  differ  in  qualita¬ 
tive  characteristics. 

In  implementing  the  equivalent  pur¬ 
chase  cost  method,  the  discounted  cash 
flow  technique  suggested  by  the  research 
team  would  be  constrained  to  the  use 
of  the  following  assumptions: 

Current  prices  and  costs,  defined  to 
include  prices  in  existing  contracts  and 
existing  legislation  where  these  prices 
are  reasonably  expected  to  be  realized, 
with  costs  including  the  cost  increases 
expected  in  the  normal  course  of  well 
operations  under  current  technology  and 
economic  conditions:  and 

A  discount  rate  of  approximately  8  per 
cent,  which  refiects  an  after-tax  rate  net 
of  infiation:  such  rate  would  include  so- 
called  pure  interest  plus  the  risk  of 
holding  a  large,  diverse  portfolio  of  oil 
and  gas  reserves.® 

The  research  team  provided  the  fol¬ 
lowing  justification  for  this  approach: 

Since  future  price  and  cost  projections 
usually  are  the  basis  for  purchase  cost  cmn- 
putatlons,  there  Is  sound  theoretical  sup¬ 
port  for  the  use  of  futme  prices  and  costs 
In  the  equivalent  purchase  cost  computation. 
However,  inclusion  of  inflation  in  prices  and 
costs  and  in  the  discount  rate  results  In 
Identical  computations  when  inflation  is 
excluded  from  prices,  costs  and  the  discount 
factor  •  •  •.  To  the  extent  that  future 
price  and  cost  Increases  are  the  same  as 
the  inflation  included  in  the  discount  fac¬ 
tor,  the  computation  based  on  current  prices 
and  costs  with  an  iminfiated  discount  rate 
will  yield  the  price  a  typical  purchaser  would 
pay  for  the  reserves. 

If  futiu-e  prices  and  costs  increase  in 
the  same  dollar  amount,  the  margin  will  be 
unchanged  and  the  equivalent  purchase  cost 
will  be  the  same  whether  using  present  prices 
and  costs  or  future  prices  and  costs. 

Finally,  if  future  prices  and  costs  Increase 
at  different  rates  and  if  the  net  Increase  is 
greater  than  the  rate  of  Inflation,  the  use 
of  current  prices  and  costs  will  tend  to  be 
more  conservative.  The  difference  between 
the  computed  price  based  on  future  costs 
and  prices  and  that  based  on  current  costs 


®  “Present  cost’*  is  defined  by  the  research 
team  as  the  price  the  firm  would  have  to 
pay  to  purchase  an  asset  in  its  present 
form,  as  opposed  to  “current  cost”  which  is 
defined  as  the  cost  to  construct  an  asset  at 
current  prices  and  costs. 

*  This  rate  is  described  as  the  typical  rate 
used  in  transactions  involving  sales  of  re¬ 
serves  during  the  past  three  or  four  years. 
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and  prices  is  a  premium  paid  in  anticipa¬ 
tion  of  future  Increase.  This  premium  should 
be  amortized  against  the  Increased  future 
revenue,  not  against  current  revenue. 

Other  supplementary  recommenda¬ 
tions  of  the  research  team  incorporated 
in  the  report  are  as  follows: 

1.  The  replacement  concept  should  be 
limited  to  replacement  with  similar  oil 
and  gas  reserves  rather  than  based  on 
replacement  with  some  other  medium. 

2.  Replacement  cost  data  should  focus 
on  a  single  cost  for  oil  and  gas  reserves 
rather  than  on  the  individual  compo¬ 
nents  (wells,  leases,  production  equip¬ 
ment,  etc.)  that  comprise  mineral  re¬ 
source  assets. 

3.  The  data  should  be  based  only  on 
proved  reserves,  but  companies  should  be 
permitted  to  disclose  information,  with 
appropriate  explanations,  about  the  pos¬ 
sibility  of  the  existence  of  oil  and  gas 
in  addition  to  proved  reserves. 

4.  Natural  gas  liquid  plants  should 
generally  be  excluded  from  mineral  re¬ 
source  assets. 

5.  The  equivalent  purchase  cost  of 
foreign  reserves  should  include  only  re¬ 
serves  attributable  to  properties  in 
where  the  company  has  either  an  equity 
interest  in  the  reserves  or  an  unequiv(x:al 
title  to  the  production  and  where  there 
is  sufficient  political  stability  in  the  host 
country  to  support  a  reasonable  expec¬ 
tation  that  the  reported  current  cost  will 
be  realized. 

In  addition  to  the  data  required  to  be 
disclosed  by  §  210.3-17,  the  research 
team  recommended  disclosure  of  the 
following  data: 

1.  The  present  cost  of  the  domestic 
and  foreign  reserves  held  at  the  end  of 
the  period: 

2.  The  net  unamortized  book  histori¬ 
cal  cost  associated  with  mineral  resource 
assets: 

3.  TTie  total  estimated  present  cost  of 
domestic  and  foreign  reserves  consiuned 
during  the  year  based  on  a  weighted 
average  of  the  beginning  and  end-of- 
the-year  equivalent  purchase  costs, 
amortized  on  a  imits-of-production 
basis: 

4.  The  related  historical  costs  of  sales: 
depreciation,  depletion,  and  amortiza¬ 
tion:  and  the  exploration  and  develop¬ 
ment  costs  charged  to  income  for  the 
period: 

5.  The  average  and  end-of-year  i>er- 
unit  sales  price  of  oil  and  of  gas  used 
to  derive  the  present  costs  for  asset 
values  and  cost  of  sales,  respectively: 

6.  The  discount  rate  used  and  the 
basis  for  its  determination: 

7.  A  statement  that  the  prices  used  in 
(5)  may  not  reflect  the  cash  that  will  be 
realized  in  the  future  from  the  sale  of 
oil  and  gas  currently  held : 

8.  A  statement  that  the  reported  pres¬ 
ent  cost  does  not  necessarily  reflect  the 
costs  that  must,  or  will,  be  incurred  in 
the  future  to  obtain  equivalent  oil  or  gas 
reserves  and  that  such  reserves  are  not 
being  replaced  in  the  domestic  fields: 
and 

9.  Other  statements  that  may  be  rele¬ 
vant  for  an  understanding  of  the  effect 
of  changing  costs  and  prices  on  the  fu¬ 
ture  operations  of  the  company. 


API  Position 

In  its  letter  of  transmittal  accompany¬ 
ing  the  Welsch-Deakin  Study^  the 
American  Petroleum  Institute  stated  the 
following  as  summary  conclusions : 

We  believe  that  the  concept  of  replace¬ 
ment  cost  as  envisioned  in  ASR  190  is  not 
applicable  to  oil  and  gas  reserves. 

The  supplementary  disclosures  of  the 
type  required  by  Section  503(c)  of  the 
Elnergy  Policy  and  Conservation  Act  of 
1975  would  provide  useful  data  on  oil  and 
gas  reserves. 

We  urge  the  SEC  to  adopt  that  ap¬ 
proach  and  permanently  exempt  oil  and 
gas  reserves  from  replacement  cost  dis¬ 
closures. 

While  the  API  supported  the  research 
team’s  bases  for  concluding  that  the  re¬ 
placement  cost  concept  could  not  be  ap¬ 
plied  to  oil  and  gas  reserves,  it  disagreed 
with  the  research  team’s  recommenda¬ 
tions  on  the  appropriate  course  to  be 
taken  in  attempting  to  meet  the  objec¬ 
tives  of  the  Commission  in  requiring  dis¬ 
closure  of  replacement  cost  information. 

Whereas  the  research  team  concluded 
that  the  equivalent  purchase  cost  ap¬ 
proach  would  provide  a  suitable  sur¬ 
rogate  for  replacement  cost  infor¬ 
mation,  the  “*  *  •  large  marjority  of 
[the  API]  Accounting  Committee 
members  cannot  support  this  meth¬ 
od  on  the  grounds  that  the  data 
provided  would  make  little,  if  any,  con¬ 
tribution  to  an  investor’s  imderstanding 
of  the  economics  of  the  business  and,  in¬ 
deed,  could  be  misleading.” 

The  API  indicated  that  the  research 
team’s  approach  of  holding  constant  oil 
and  gas  prices  and  tax  rates,  providing 
for  no  inflation  in  future  operating  costs 
or  capital  expenditures,  and  using  a  pre¬ 
scribed  discount  rate  reduced  the  dis- 
closiues  resulting  from  applying  the 
method  to  “*  *  ’a  meaningless  collection 
of  numbers.”  While  acknowledging  that 
estimates  of  future  cash  flow  data  form 
the  basis  for  decision-making,  the  API 
concluded  that  the  inherent  subjectivity 
and  variability  of  the  data  made  them 
inappropriate  for  public  disclosure.  API 
also  emphasized  the  need  for  manage¬ 
ment  to  maintain  confidentiality  over  its 
estimates  of  future  operating  conditions 
faced  by  its  company. 

The  API  Accounting  Committee  unan¬ 
imously  recommended  that,  instead  of 
replacement  cost  data,  additional  disclo¬ 
sure  be  required  of  data  similar  to  those 
to  be  compiled  and  reported  to  the  De¬ 
partment  of  Energy  pursuant  to  Section 
503(c)  of  the  Energy  Policy  and  Conser¬ 
vation  Act  of  1975.  These  data  include 
historical  cost  Information  on  revenue 
and  costs  in  conjunction  with  operating 
data,  including  information  on  oil  and 
gas  reserves,  presented  on  a  functional 
basis.’* 


T  A  copy  of  the  API  transmittal  lettw  is  In¬ 
cluded  as  an  Appendix  to  this  release. 

K  These  requirements  are  similar  to  the  dis¬ 
closure  recommendations  Included  In  the 
American  Institute  of  Certified  Public  Ac¬ 
countants’  1969  Accounting  Research  Study 
No.  11,  “Financial  Reporting  In  the  Extrac¬ 
tive  Industries,"  by  Robert  E.  Field.  Similar 
types  of  data  are  proposed  for  disclosure  In 


The  Commission’s  Conclusions 

The  Commission  has  concluded  that 
disclosure  of  replacement  cost  data  for 
mineral  resource  assets  employed  in  oil 
and  gas  producting  activities  is  not  feasi¬ 
ble. 

The  inability,  during  the  course  of  the 
API  research  project,  to  develop  an  ap¬ 
proach  for  relating,  in  a  meaningful 
manner,  current  costs  incurred  in  ex¬ 
ploration  activities  wdth  reserves  discov¬ 
ered  is  the  most  significant  factor  lead¬ 
ing  to  the  Commission’s  decision  on 
exempting  mineral  resource  assets  in  the 
oil  and  gas  industry  from  the  replace¬ 
ment  cost  rule.  'The  Commission  was  also 
concerned  about  describing  data  as  re¬ 
placement  cost  data  when,  under  existing 
economic  conditions,  many  companies 
and  the  industry  as  a  whole  are  not  re¬ 
placing  oil  and  gas  produced  currently. 

For  these  reasons,  the  Commission  is 
proposing  that  a  permanent  exemption 
from  the  replacement  cost  disclosure  rule 
(§  210.3-17)  be  provided  for  mineral  re¬ 
source  assets  employed  in  oil  and  gas 
producing  activities.” 

After  arriving  at  this  conclusion,  the 
Commission  then  assessed  a  number  of 
means  to  achieve  its  objectives  in  adopt¬ 
ing  §  210.3-17  for  oil  and  gas  producing 
operations  through  approaches  other 
than  the  disclosure  of  replacement  cost 
data.  As  set  forth  in  !  210.3-17,  the  Com¬ 
mission  required  disclosure  of  replace¬ 
ment  cost  data  to  provide  information  to 
investors  (1)  which  will  assist  them  in 
obtaining  an  understanding  of  the  cur¬ 
rent  costs  of  operating  the  business 
which  cannot  be  obtained  from  historical 
cost  financial  statements  taken  alone 
and  (2)  which  will  enable  investors  to 
determine  the  current  cost  of  inventories 
and  productive  capacity  as  a  measure  of 
the  current  economic  investment  in  these 
assets  existing  at  the  balance  sheet  date. 

In  assessing  alternative  approaches  to 
providing  current  economic  information 
to  investors  about  oil  and  gas  producing 
activities,  the  Commission  considered  the 
recommendations  of  the  Welsch-Deakin 
Study  and  the  API,  as  discussed  above.  In 
addition,  the  Commission  reviewed  the 
submissions  to  the  FASB  which  ad¬ 
dressed  this  issue. 

Since  the  issuance  of  the  FASB  Ex¬ 
posure  Draft,  the  Commission  has  re¬ 
ceived  the  final  report  of  Welsch-Deakin 
Study.  The  Commission  further  exam- 


financlal  statements  by  the  FASB  Exposure 
Draft.  The  CJommisslon  in  Its  Release  No.  33- 
5837  (  42  FR  33135)  solicited  comments  on  a 
number  of  Issues  on  compiling  and  reporting 
these  types  of  data  and  in  Release  No.  33- 
5877,  Issued  concurrently  with  this  release, 
proposed  disclosure  of  data  of  this  nature  in 
financial  statements. 

•  Until  final  action  is  taken  on  the  accom¬ 
panying  proposed  amendments,  the  Com¬ 
mission  hereby  waives  compliance  with  the 
provisions  of  1210.3-17  (c)  and  (d)  for  (1) 
mineral  resource  assets  employed  in  the 
production  of  oil  and  gas  and  (2)  financial 
statements  where  90%  or  more  of  gross  prop¬ 
erty,  plant  and  equipment  as  reported  in  the 
balance  sheet  as  of  the  beginning  of  the 
fiscal  year  consists  of  mineral  resource  as¬ 
sets  employed  in  the  production  of  oil  and 
gas. 
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Ined  this  issued  and  concluded  that  it 
should  propose  the  disclosure  of  the  in¬ 
formation  on  oil  and  gas  reserves 
reflected  in  the  accompanying  amend¬ 
ments.  The  Commission’s  action  on  this 
issue,  as  discussed  more  fully  below,  is 
consistent  with  its  objectives  expressed 
in  §  210.3-17  of  providing  information 
to  Investors  concerning  current  eco¬ 
nomic  factors  relating  to  registrants’ 
operations. 

The  Commission  flnds  merit  in  the 
API’s  recommendations.  Disclosure  of 
historical  cost  financial  data,  classified 
by  function  and  presented  with  operat¬ 
ing  data  such  as  proved  oil  and  gas  re¬ 
serves  and  statistical  information  on 
phsrsical  activities,  are  useful  in  assist¬ 
ing  investors  obtain  an  imderstanding 
of  the  current  costs  of  operations.  These 
data  will  be  available  to  investors  as  a 
result  of  (1)  the  disclosiu'es  in  financial 
statements  expected  to  be  required  by  the 
PASB  in  its  Statement  of  Financial  Ac- 
coimting  Standards  for  oil  and  gas  pro¬ 
ducing  activities  and  (2)  the  disclosures 
required  to  be  included  outside  financial 
statements  in  filings  with  the  Commis¬ 
sion. 

In  Accounting  Series  Release  No.  159 
t39  PR  31894],  the  Commission  adopted 
requirements  for  registrants  to  provide  a 
narrative  explanation  by  management  of 
its  operating  results  to  enable  investors 
to  appraise  the  quality  of  earnings.  In 
Release  No.  33-5837  (42  PR  33135)  the 
Commission  solicited  comments  on 
whether  it  should  specifically  require  a 
narrative  analysis  by  management  of  oil 
and  gas  operations.  ’ITiis  analysis  would 
focus  on  the  presentation  of  current 
costs  incurred  in  exploration  and  devel¬ 
opment  activities  and  changes  in  esti¬ 
mates  of  proved  reserves.  A  goal  of  re¬ 
quiring  such  an  analysis  would  be  to 
assist  investors  in  imderstanding  the 
impact  of  the  changing  costs  of  finding 
and  developing  new  oil  and  gas  reserves 
and  the  relationship  between  recent 
finding  and  development  costs  and  the 
historical  costs  reflected  as  expenses  in 
the  income  statement.  The  expanded 
disclosure  of  historical  cost  and  operat¬ 
ing  data  discussed  in  the  preceding  par¬ 
agraph  would  provide  quantitative  in¬ 
formation  useful  in  making  a  narrative 
analysis  of  this  nature  effective. 

The  data  recommended  for  disclosure 
by  the  API  are  not,  in  the  Commission’s 
view,  sufficient  to  achieve  the  objec¬ 
tives  established  by  the  Commission  in 
requiring  disclosure  of  replacement  cost 
data.  Functional  historical  cost  financial 
and  operating  data  may  provide  inves¬ 
tors  as  much  information  as  practicable 
concerning  current  operating  costs; 
however,  they  do  not  provide  adequate 
current  economic  information  relating  to 
registrants’  investments  in  oil  and  gas 
properties. 

Because  of  the  inability  to  develop  an 
approach  based  on  recent  costs  incimred 
in  exploration  and  development,  the 
Commission  emphasizes  that  the  data 
proposed  for  disclosure  is  not  replace¬ 
ment  cost  or  current  cost  data  as  those 
terms  are  generally  understood.  Never- 
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theless,  the  Commission  believes  that  reg¬ 
istrants  should  be  required  to  disclose 
the  present  value  of  estimated  future 
production  of  their  proved  oil  and  gas 
reserves  as  well  as  the  quantities  of  such 
reserves,  because  this  information  is 
widely  used  by  analysts  in  assessing  the 
securities  of  registrants  engaged  in  oil 
and  gas  production.  Disclosure  of  the 
proposed  data  would  make  them  avail¬ 
able  to  all  investors. 

Uses  of  the  Proposed  Data 

’The  proposed  data  should  be  useful  to 
analysts  and  investors  in  assessing  eco¬ 
nomic  results  as  suggested  by  the  Com¬ 
mission  in  Accounting  Series  Release  No. 
190  (41  PR  13599) .  The  data  can  be  used 
“•  •  ‘to  develop  a  number  of  different 
methods  of  analyzing  economic  results, 
such  as  estimating  the  return  of  new  in¬ 
vestments,  calculating  rates  of  return  on 
capital  based  on  varying  assumptions, 
and  developing  alternative  measures  of 
economic  results.” 

By  assigning  a  dollar  amount  to  oil  and 
gas  reserves,  the  Commission  believes 
that  investors  can  focus  on  the  most  sig¬ 
nificant  economic  event  in  oil  and  gas 
producing  activities,  the  discovery  or  the 
failure  to  discover  reserves.  This  is  par¬ 
ticularly  important  since  use  of  the  reali¬ 
zation  concept  underlsring  generally  ac¬ 
cepted  accoimting  principles  precludes 
recognizing  revenue  in  financial  state¬ 
ments  when  reserves  are  discovered. 

Disclosure  of  quantities  and  changes 
in  quantities  of  estimated  proved  re¬ 
serves  may  serve  to  alleviate  the  inherent 
inability  of  historical  cost  financial 
statements  to  reflect  the  success  of  oil 
and  gas  exploration  activities.  However, 
the  Commission  believes  that  placing  a 
dollar  amoimt  on  the  proved  reserve 
quantities  facilitates  the  use  of  reserve 
data  for  financial  analysis  and  provides 
an  insight  into  the  qualitative  differ¬ 
ences  of  reserves,  such  as  differences  re¬ 
sulting  from  price  controls,  stage  of  de¬ 
velopment,  location,  and  grade.** 

Assumptions 

’The  Commission  is  proposing  the  use 
of  certain  imiform  assumptions  in  devel¬ 
oping  the  value  data  on  oil  and  gas 
reserves: 

1.  Future  net  revenue  projections 
would  be  b€ised  on  existing  proved  re¬ 
serves. 

2.  Consistent  with  the  Commission’s 
existing  guidelines  for  disclosing  esti¬ 
mates  of  quantities  of  oil  and  gas  re- 


Certain  disclosures  of  these  facttM^ 
are  proposed  In  the  FASB  Exposure  Draft, 
which  Includes  the  following  provision : 

“If  Important  economic  factors  or  signif¬ 
icant  uncertainties  affect  particular  compo¬ 
nents  of  an  enterprise's  proved  reserves,  ex¬ 
planation  shall  be  provided.  Examples  in¬ 
clude  untisually  high  expected  development 
of  lifting  costs;  the  necessity  to  build  a  ma¬ 
jor  pipeline  or  other  major  facilities  before 
production  of  the  reserves  can  begin;  or  con¬ 
tractual  obligations  to  produce  and  sell  a  sig¬ 
nificant  portion  of  reserves  at  prices  that  are 
substantially  below  those  at  which  the  oU 
or  gas  could  otherwise  be  sold  In  the  absence 
of  the  contractual  obligation.’’ 
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serves,  the  current  prices  of  oil  and  gas  “ 
would  be  used  in  estimating  the  future 
net  revenues. 

3.  Likewise,  future  capital  expendi¬ 
tures  required  to  develop  existing  proved 
reserves  and  future  costs  to  produce  the 
reserves  would  be  based  on  the  current 
costs  to  perform  these  activities, 

4.  The  discount  rate  to  be  used  would 
be  the  interest  rate  at  which  the  regis¬ 
trant  estimates  that  it  could  obtain  fi¬ 
nancing  secured  solely  by  its  oil  and 
gas  reserves  (i.e.,  a  production  loan  rate) 
under  typical  terms  for  obtaining  such 
financing. 

The  Commission  specifically  requests 
comments  on  (1)  its  proposed  basis  for 
establishing  a  discount  rate  and  (2) 
whether  it  would  be  feasible  and  appro¬ 
priate  for  the  Commission  to  specify  uni¬ 
form  discount  rates  on  this  or  on  another 
basis  for  use  by  all  registrants  in  devel¬ 
oping  the  data. 

The  use  of  uniform  assumptions  In  es¬ 
timating  the  data  is  necessary  to  ensure 
an  acceptable  degree  of  objectivity  and 
comparability  of  the  information  re¬ 
quire  to  be  disclosed.  Registrants  would 
be  permitted  to  disclose  additional  data 
bas^  on  other  assumptions.  If  such  ad¬ 
ditional  data  are  disclosed,  the  assump¬ 
tions  used  must  be  reasonable,  and  they 
must  be  explained  explicitly.  The  Com¬ 
mission  ccmcluded  that  it  would  not  be 
appropriate  to  propose  disclosure  of  cur¬ 
rent  value  data  on  reserves  by  requiring 
each  management  to  make  its  own  esti¬ 
mate  of  the  assumptions  needed  for  the 
calculations,  because  the  inherent  sub¬ 
jectivity  of  such  estimates  would  cause 
the  data  disclosed  by  different  regis¬ 
trants  not  to  be  comparable. 

On  the  other  hand,  the  Commission 
does  not  consider  the  usefulness  of  the 
data  proposed  for  disclosure  to  be  obvi¬ 
ated  by  the  use  of  uniform  assumptions. 
Establishing  standards  for  disclosure  fre¬ 
quently  involves  evcduating  the  useful¬ 
ness  of  information  in  relation  to  its 
objectivity.  In  this  instance,  the  Com- 
missi(Hi  believes  the  objectivity  resulting 
from  application  of  imiform  assumptimis 
warrants  the  resutling  degree  of  impair¬ 
ment  to  the  utility  of  the  data.  The  data 
disclosed  will  be  determined  on  a  rela¬ 
tively  comparable  and  objective  basis; 
and,  with  the  analytical  data  presented 
(see  below),  investors  will  be  able  to 
make  adjustments  they  cmisider  impro¬ 
priate  to  reflect  assumptions  other  than 
those  required  by  the  Commission. 

The  Commission  recognizes  that  the 
use  of  these  assumptions  may  result  in 


^Tbe  Commission  has  stated  previously 
that  current  prices  Include  consideration  of 
changes  In  existing  prices  provided  by  con¬ 
tractual  arrangements,  by  laws,  or  by  reg¬ 
ulatory  agencies,  where  applicable;  and  for 
changes  In  prices  for  gas  to  be  produced 
subsequent  to  termination  or  expiration  of 
existing  contracts,  which  latter  prices  should 
be  based  on  current  prices  plus  escalation  for 
similar  production  subject  to  the  entity’s 
or  other  entitles’  recent  contracts.  Such  es¬ 
calation  is  limited  to  specific  escalation  pro¬ 
visions  in  recent  contracts;  escalations  to 
refiect  future  price  expectations  are  not 
permitted. 
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the  data  proposed  for  disclosure  not 
being  representative  of  the  current  value 
of  registrants’  oil  and  gas  properties.  The 
current  value  of  these  properties  neces¬ 
sarily  must  take  into  account,  among 
other  factors,  the  values  resulting  from 
the  likelihood  of  the  properties’  contain¬ 
ing  oil  and  gas  in  excess  of  proved  re¬ 
serves  (the  so-called  probable  and  pos¬ 
sible  reserves)  and  the  probability  of 
future  changes  in  prices  and  costs. 

'The  Commission,  accordingly,  chose 
not  to  designate  the  proposed  disclosure 
as  the  “estimated  current  value’’  of  oil 
and  gas  reserves  or,  as  suggested  in  the 
Welsch-Deakin  Study,  the  “equivalent 
purchase  cost’’  of  oil  and  gas  reserves. 

'The  data  required  to  be  disclosed  are 
described  as  (1)  the  “Elstimated  Future 
Net  Revenues  from  Proved  Reserves,’’ 
which  would  be  computed  by  applying 
current  prices  of  oil  and  gas  to  estimated 
future  production  of  proved  reserves,  less 
estimated  future  development  and  pro¬ 
duction  costs,  and  (2)  the  “Present 
Value  of  Estimated  Future  Net  Revenues 
from  Proved  Reserves,’’  the  amoimt  com¬ 
puted  at  (1)  reduced  to  present  value 
through  applying  a  discount  rate. 

These  data  will  not  represent  esti¬ 
mates  of  cash  flows  for  those  companies 
engaged  in  integrated  petroleum  opera¬ 
tions.  since  at  least  part  of  their  produc¬ 
tion  of  oil  and  gas  is  transferred  to  their 
downstream  operations  rather  than  sold 
to  outside  parties.  The  use  of  the  term 
“revenues’’  to  describe  these  data  is  con¬ 
sistent  with  the  requirement  of  the  EPCA 
for  producers  to  compile  information  on 
current  revenues  from  producing  oil  and 
gas  for  reporting  to  the  Department  of 
Energy, 

DiscLosxmE  OP  Analytical  Data 

The  Commission  proposes  to  require 
disclosure  of  Estimate  Future  Net  Reve¬ 
nues  from  Proved  Reserves,  prior  to 
applying  a  discount  factor,  for  (1)  each 
of  the  five  fiscal  years  succeeding  the 
latest  balance  sheet  presented,  (2)  each 
of  the  next  three  five-year  periods,  and 
(3)  the  remainder  in  a  single  amount. 

In  addition,  the  Commission  proposes 
disclosure  of  (1)  the  sensitivity  of  the 
Present  Value  of  Estimated  Future  Net 
Revenues  from  Proved  Reserves  to  a  one 
per  cent  change  in  the  discount  factor, 
e.g.,  from  10%  to  11%,  and  (2)  the 
weighted-average  unit  sales  price  of  oil 
and  of  gas  used  in  the  computation. 

'The  purpose  of  these  disclosures  is  to 
provide  information  to  users  of  the  data 
who.  for  analytical  purposes,  wish  to 
vary  the  assumptions  used  in  develop¬ 
ing  the  required  data.  Among  the  rea¬ 
sons  for  proposing  this  approach  were 
the  concerns  expressed  by  the  API  that 
investors  could  be  misled  because  of  the 
use  of  arbitrary  assumptions  in  calculat¬ 
ing  the  data. 

The  Commission  is  concerned,  how¬ 
ever.  about  the  quantity  of  data  it  is  pro¬ 
posing  for  disclosure.  Although  much  of 
the  data  could  be  presented  together 
with  the  disclosures  proposed  bv  the 
FASB  and  in  Release  No.  33-5877,  the 
Commission  recognizes  that  its  proposed 
disclosures  are  extensive.  The  Commis- 
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Sion  solicits  comments  on  different  ap¬ 
proaches  which  it  might  consider  in 
achieving  its  objectives  in  proposing  the 
disclosures  as  well  as  the  need  for  dis¬ 
closure  of  these  analytical  data. 

Disclosure  of  Additional  Information 
Needed  To  Prevent  the  Data  From 
Being  Misleading 

The  general  provision  contained  in 
Paragraph  (5)  of  the  proposed  210.3-18 
(j)  would  require  disclosure  of  “ialny 
additional  information  of  which  manage¬ 
ment  is  aware  and  which  it  believes  is 
necessary  to  prevent  the  above  informa¬ 
tion  from  being  misleading.’’ 

The  Welsch-Deakin  Study,  for  in¬ 
stance,  recommended  disclosure  of  the 
following ;  ( 1 )  a  statement  that  the  data 
may  not  reflect  cash  to  be  received  in  the 
future  from  the  sale  of  oil  and  gas  cur¬ 
rently  owned,  (2)  a  statement  that  the 
data  do  not  necessarily  reflect  the  costs 
that  must,  or  w'ill,  be  incurred  in  the  fu¬ 
ture  to  obtain  equivalent  oil  and  gas  re¬ 
serves  and  that  such  reserves  are  not  be¬ 
ing  replaced  in  domestic  flelds,  and  (3) 
other  statements  that  may  be  relevant 
for  an  understanding  of  the  effect  of 
changing  costs  and  prices  on  the  future 
operations  of  the  company. 

Other  disclosures  of  this  nature  might 
include  discussion  of  the  relationship  of 
the  data  disclosed  to  the  current  value  of 
the  registrant’s  oil  and  gas  proparties. 
While  the  Commission  would  encourage 
quantitative  information  to  be  presented, 
the  disclosures  required  by  Subpart  (5) 
are  qualitative  in  nature. 

Other  Matters 

The  following  matters  should  be  noted 
in  connection  with  the  proposed  §  210.3- 
18(j): 

1.  These  disclosures  would  be  required 
for  all  registrants  with  significant  oil  and 
gas  producing  operations.  ’The  size  test 
in  §  210.3-17  would  not  apply.  Section 
210.3-17  applies  only  where,  in  the  bal¬ 
ance  sheet  as  of  the  beginning  of  the 
year,  inventories  plus  gross  property, 
plant,  and  equipment  exceed  $100,000,- 
000  and  10%  of  total  assets.  ’This  size  test 
was  provided  by  the  Commission  because 
of  (1)  the  greater  interest  of  investors 
generally  in  the  securities  of  larger  reg¬ 
istrants  and  (2)  the  greater  capabilities 
of  larger  registrants  in  engineering  and 
accounting,  the  two  areas  of  expertise 
most  needed  to  develop  estimates  of  re¬ 
placement  cost  data.  'The  Commission 
has  not  provided  a  similar  size  test  in  the 
accompanying  proposed  §210.3-18(j) 
principally  because  it  views  the  proposed 
disclosures  as  useful  current  economic 
data  for  investors  in  securities  of  all  reg¬ 
istrants  engaged  in  oil  and  gas  produc¬ 
tion.  The  Commission  has  observed  that 
many,  if  not  most,  of  the  smaller  regis¬ 
trants  in  the  oil  and  gas  producing  indus¬ 
try  are  already  compiling  data  similar 
to  those  proposed  herein  for  external  fi¬ 
nancing  or  internal  managerial  purposes: 
and  investor  interest  in  securities  of 
smaller  oil  and  gas  registrants  appears 
to  be  relatively  high. 

2.  ’The  safe  harbor  provisions  of  §  210.- 
3-18(j)  are  not  included  in  the  proposed 


amendments. '  Sp>eciflc  safe  harbor  pro¬ 
visions  are  not  furnished  currently  for 
the  disclosure  of  oil  and  gas  reserve 
quantities  in  filings  with  the  Commis¬ 
sion.  ’The  degree  of  subjectivity  in  devel¬ 
oping  the  required  data  appears  to  be 
similar  to  that  involved  in  estimating 
quantities  of  reserves;  however,  any  sup¬ 
plemental  data  disclosed  in  connection 
with  those  required  may  be  of  a  more 
subjective  nature.  Accordingly,  the  Com¬ 
mission  requests  comments  on  the  need 
for  safe  harbor  provisions  in  these  pro¬ 
posed  amendments. 

3.  'The  Welsch-Deakin  Study  Indicated 
that  natural  gas  liquids  (“NGL”)  plants 
in  fields  where  the  owner  of  the  plant 
also  holds  an  interest  in  some  or  all  of 
the  gas  processed  are  not,  for  the  most 
part,  totally  dependent  upon  a  specific 
field  for  their  value.  The  research  team 
recommended  that  NGL  plants  be  ex¬ 
cluded  from  mineral  resource  assets,  and 
therefore  subject  to  the  disclosures  spec¬ 
ified  in  §  210.3-17,  when  the  following 
conditions  are  met:  (1)  the  NGL  plant 
can  be  replaced  and  (2)  the  value  of  the 
NGL  plant  is  not  primarily  dependent 
on  a  particular  field.  ’The  Commission 
questions  whether  these  conditions  are 
sufficiently  specific  and  requests  com¬ 
ments  on  this  issue. 

4.  The  Commission  considers  that  the 
assets  to  be  exempted  from  §  210.3-17  as 
mineral  resource  assets  do  not  include 
any  current  assets,  such  as  inventories, 
including  material  and  supplies,  consist¬ 
ent  with  the  interpretative  guidelines 
provided  previously  by  the  Commission’s 
staff  in  Staff  Accounting  Bulletin  No. 
13  (42  FR  2058) . 

5.  The  Commission  contemplates  that 
the  independent  accountant  reporting 
on  financial  statements  which  include 
the  proposed  disclosures  would  be  asso¬ 
ciated  with  these  data  to  the  same  ex¬ 
tent  as  with  the  disclosure  of  oil  and  gas 
quantities."  While  this  issue  is  now  un¬ 
der  study  by  the  auditing  profession  and 
the  Commission,  the  Cwnmission  notes 
that  a  limited  number  of  registrants 
have  disclosed  quantities  of  reserves  in 
audited  financial  statements  in  the  past. 
In  any  event,  independent  accountants 
perform  audit  tests  related  to  estimated 
reserve  data  because  of  the  impact  of 
these  data  on  various  financial  state¬ 
ment  items,  including  uni ts-of -produc¬ 
tion  amortization. 

6.  TTie  proposed  amendments  would 
require  disclosure  of  the  Present  Value 
of  Estimated  Future  Net  Revenues  from 
Proved  Reserves  for  each  category  of 
changes  in  net  quantities  of  proved  re¬ 
serves  presented.  ’The  FASB  Exposure 
Draft  proposes  separate  disclosure  of  the 
following  categories  of  changes:  revi- 


« since  the  disclosures  proposed  by  the 
Commission  In  this  release  and  the  disclo¬ 
sure  of  reserve  quantities  proposed  by  the 
FASB  would  be  Included  In  financial  state¬ 
ments,  they  would  be  covered  by  the  audi¬ 
tors’  report  on  the  financial  statements.  This 
does  not  presume  that  the  Independent  ac¬ 
countants  would  be  required  to  develop  In¬ 
dependent  estimates  of  the  reserve  data 
disclosed.  By  necessity,  the  independent  ac¬ 
countant  rely  on  the  work  of  specialists  In 
this  area. 
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sions  to  previous  estimates,  purchases  of 
minerals-in-place,  other  additions,  pro¬ 
duction  and  sales  of  minerals-ln-place. 
In  addition,  the  amendments  would  re¬ 
quire  separate  disclosure  of  these  data 
for  each  geographic  area  for  which  re¬ 
serve  quantity  information  is  presented. 
The  PASB  Exposure  Draft  proposes 
separate  disclosure  of  quantities  of  re¬ 
serves  for  (a)  the  enterprise’s  home 
country  (if  slfenlflcant  reserves  are  lo¬ 
cated  there)  and  (b)  each  foreign 
geographic  area  in  which  significant  re¬ 
serves  are  located.  Foreign  geographic 
areas  are  individual  countries  or  groups 
of  countries  as  appropriate  for  meaning¬ 
ful  disclosure  in  the  circumstances.’* 

7.  The  amendments  would  require  dis¬ 
closure  of  the  required  data  for  oil  or  gas 
subject  to  purchase  under  long-term 
supply,  purchase,  or  similar  agreements 
and  contracts,  including  those  with 
foreign  governments  or  authorities  to 
supplement  the  disclosure  of  proved  re¬ 
serves  subject  to  such  arrangements  as  of 
year-end,  as  proposed  by  the  PASB  Ex¬ 
posure  Draft.’* 

8.  The  computation  of  the  estimated 
future  net  revenues  from  proved  reserves 
in  the  accompanying  proposed  amend¬ 
ments  do  not  require  consideration  of 
future  income  tax  effects.  The  Commis¬ 
sion  requests  comments  on  whether  in¬ 
come  tax  effects  should  be  considered 
and,  if  so,  on  what  basis. 

Relationship  to  the  PASB 

In  connection  with  its  major  project 
on  the  conceptual  framework  for  finan¬ 
cial  accounting  and  reporting,  the  PASB 
Is  now  in  process  of  assessing  whether, 
among  other  matters,  generally  accepted 
accounting  principles  should  involve  re¬ 
porting  of  current  economic  matters. 

The  PASB  held  a  public  hearing  in 
August,  1977,  on  issues  under  considera¬ 
tion  in  this  project  pertaining  to  the  def¬ 
inition  of  the  elements  of  financial  state¬ 
ments.  The  PASB  is  now  receiving  writ¬ 
ten  public  comments  on  issues  pertain¬ 
ing  to  the  measurement  of  financial 
statement  elonents  and  has  scheduled  a 
public  hearing  on  these  issues  in  Janu¬ 
ary,  1978. 

The  Commission  will  continue  to  work 
closely  with  the  PASB  as  comments  sub¬ 
mitted  in  response  to  this  release  are 
considered.  Copies  of  such  comment  let¬ 
ters  will  be  provided  to  the  PASB,  and 
the  Commission  will  be  cognizant  of  the 
deliberations  of  the  PASB  in  its  oil  and 
gas  project  and  in  the  conceptual  frame¬ 
work  project. 

The  rules  adopted  by  the  Commission, 
after  considering  public  comments  on 
the  proposals  in  this  release,  will  be  co¬ 
ordinated  as  much  as  possible  with  deci¬ 
sions  reached  by  the  PASB.  Ihe  Com¬ 
mission’s  rules  are  expected  to  become 
effective  in  filings  for  fiscal  years  ending 
on  or  after  December  25, 1978. 


Identical  disclosures  to  those  proiiosed  in 
the  FASB  Exposure  Draft  are  proposed  by 
the  Conuxiisslon  as  S  210.3-18(1)  (1)  in  Re¬ 
lease  No.  33-6877,  Issued  concurrently  with 
this  release. 

“  Ihid. 


Relationship  to  Replacement  Cost  Dis¬ 
closures  FOR  Other  EbcTRACTivE  In¬ 
dustries 

The  staff  of  the  C(»nmission  is  issuing 
Staff  Accounting  Bulletin  No.  18  concur¬ 
rently  with  this  release  dealing  with  the 
application  of  S  210.3-17  to  the  extrac¬ 
tive  industries  other  than  oil  and  gas 
production.  The  retention  of  the  other 
extractive  industries  within  the  replace¬ 
ment  cost  rule  and  the  proposal  of  new 
amendments  for  the  oil  and  gas  produc¬ 
ing  industry  resulted  from  practical  con¬ 
sideration  as  well  as  substantive  differ¬ 
ences  between  operations  in  oil  and  gas 
production  and  those  in  other  extractive 
industries. 

The  practical  considerations  involve 
the  substantially  greater  amount  of 
study  during  this  past  year  in  the  oil 
and  gas  industry  of  the  development  of 
financial  data  on  bases  other  ^an  his- 
.torical  costs.  Moreover,  the  Commission 
believes  that  disclosures  of  the  nature 
proposed  in  this  release  should  be  re¬ 
quired  only  when  accompanied  by  the 
disclosure  of  related  historical  cost  in¬ 
formation  and  quantities  of  reserves,  as 
proposed  in  the  PASB  Exposure  Draft  for 
oil  and  gas  producing  activities.  Guide¬ 
lines  for  disclosure  of  these  types  of  data 
do  not  exist  currently  for  the  mining  in¬ 
dustries  to  the  same  extent  as  for  the  oil 
and  gas  industry. 

The  Commission’s  staff  has  initiated  a 
project  to  review  disclosure  of  financial 
and  operating  statistical  data  in  the  min¬ 
ing  industries.  In  conjimction  with  this 
project,  the  staff  will  be  considering  dis¬ 
closures  in  response  to  the  replacement 
cost  rule. 

In  addition  to  the  practical  problems  of 
having  less  extensive  disclosure  guide¬ 
lines  in  the  mining  industries  upon  which 
to  build,  differences  exist  in  the  nature  of 
op>erations  from  those  in  the  oil  and  gas 
industry.  These  differences  have  been 
emphasized  by  the  mining  groups  with 
which  the  Commission’s  staff  on  several 
occasions  during  the  past  year  has  dis¬ 
cussed  issues  relating  to  replacement  cost 
disclosures.  In  the  oil  and  gas  industry,  a 
larger  portion  of  the  total  costs  Involved 
in  producing  activities  are  incurred  in 
tile  exploration  stage  of  operations.  Sub¬ 
sequent  development  and  production 
costs  are  much  less  significant  in  rela¬ 
tive  terms  than  in  the  mining  industries. 

Even  though  there  are  basic  similari¬ 
ties  in  the  process  of  finding,  developing 
and  producing  oil  and  gas  and  minerals, 
the  Commission  believes  that  the  opera¬ 
tional  differences  discussed  above  justi¬ 
fied  different  approaches  to  disclosure  of 
current  economic  data  at  this  time. 
Nevertheless,  the  Commission  recognizes 
that  this  matter  should  be  reexamined 
in  connection  with  its  general  review  of 
replacement  cost  data  and  solicits  com¬ 
ments  to  assist  it  in  evaluating  the  ulti¬ 
mate  course  of  action  it  should  take  in 
the  mining  industries  relating  to  the 
disclosure  of  current  economic  informa¬ 
tion.  However,  the  Commission  will  not 
amend,  for  1977  financial  statements,  the 
existing  replacement  cost  disclosure  re¬ 
quirements  for  mineral  resource  assets 
in  the  mining  industries. 


Commission  action:  Hie  Commission 
hereby  proposes  to  amend  17  CPR  Part 
210  by  revising  the  "Exemption”  para¬ 
graph  in  §  210.3-17  and  adding  a  new 
paragraph  (j)  to  the  new  S  210.3—18  pro- 
posed  in  Release  No.  33—5861  (42  PH 
44972)  as  presented  below: 

§  210.3—17  Current  replacement  cost  in¬ 
formation. 

•  *  •  *  • 

Exemption.  This  section  shaU  not  apply  to 
any  person  where  the  total  ol  Inventories  and 
gross  property,  plant  and  equipment  (l.e.,  be¬ 
fore  deducting  accumulated  depreciation,  de¬ 
pletion  and  amortization)  as  shown  In  the 
consolidated  balance  sheet  at  the  beginning 
of  the  most  recently  completed  fiscal  year  is 
less  than  $100  million  or  where  the  total  of 
inventories  and  gross  property,  plant  and 
equipment  is  less  than  10  percent  of  the  total 
assets  of  the  person  as  shown  in  the  consoli¬ 
dated  balance  sheet  at  the  begirming  of  the 
most  recently  completed  fiscal  year.  The  re¬ 
placement  cost  information  specified  below  in 
paragraphs  (c)  and  (d)  is  not  required  to  be 
shown  for  mineral  resource  assets  employed 
in  the  production  of  crude  oil  or  natural  gas. 

•  •  •  •  « 

§  210.3—18  Financial  accounting  and  re¬ 
porting  for  oil  and  gas  producing 

activities. 

•  •  *  *  * 

(j)  Disclosure  of  future  net  revenues 
from  estimated  production  of  proved  oil 
and  gas  reserves.  In  conjunction  with  the 
disclosure  of  changes  in  the  net  quanti¬ 
ties  of  estimated  proved  reserves  of  oil 
(including  condensate  and  natural  gas 
liquids)  and  of  gas  as  required  by  Para¬ 
graph  (i)(l),’*  the  following  supple¬ 
mentary  information  shall  be  disclosed 
in  financial  statements  for  each  geo¬ 
graphic  classification  for  which  quanti¬ 
ties  of  oil  and  gas  are  disclosed: 

(1)  An  amoimt  (the  "Estimated  Fu¬ 
ture  Net  Revenues  from  Proved  Re¬ 
serves”)  ,  in  the  aggregate,  computed  by 
applying  current  prices  of  oil  and  gas  to 
estimated  future  production  of  proved 
oil  and  gas  reserves  as  of  the  date  of  the 
latest  balance  sheet  presented,  less  esti¬ 
mated  future  expenditures  (based  on 
current  costs)  to  be  incurred  in  develop¬ 
ing  and  producing  the  proved  reserves, 
for  (i)  each  of  the  five  succeeding  fi.scal 
years,  (ii)  each  of  the  next  three  five- 
year  periods,  and  (iii)  the  remainder  in  a 
single  amount. 

(2)  For  each  category  for  which 
-"Changes  in  the  net  quantities  of  esti¬ 
mated  proved  reserves  of  oil  and  of  gas 
are  disclosed  in  accordance  with  Para¬ 
graph  (i)  the  present  value  of  the  Esti¬ 
mated  Future  Net  Revenues 'from  Proved 
Reserves  (the  "Present  Value  of  Esti- 


^See  Release  No.  33-8877,  Issued  concur¬ 
rently  with  this  release.  In  which  a  new 
pargaraph  (1)  to  t  210A-18  Is  proposed  per¬ 
taining  to  the  disclosure  of  financial  and 
operating  data  In  financial  statements  of  en¬ 
titles  engaged  In  oil  and  gas  producing  ac¬ 
tivities.  Paragraph  (1)(1)  of  {210.3-18  con¬ 
tains  the  proposed  requirements  for  the  dis¬ 
closure  of  quantities  of  proved  hydrocarbon 
reserves.  The  proposed  disclosures  are  the 
same  as  those  proposed  In  the  PASB  Ex¬ 
posure  Draft  (paragraphs  44-50],  discussed 
above  at  Items  6  and  7  of  “Other  Matters.” 
“/bid. 
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mated  Future  Net  Revenues  from  Proved 
Reserves”),  computed  based  on  (i)  the 
Estimated  Future  Net  Revenues  from 
Proved  Reserves  as  of  the  date  of  the 
ending  balance  sheet  of  the  period  for 
which  the  changes  in  the  net  quantities 
of  estimated  proved  reserves  of  oil  and 
of  gas  are  provided  and  (ii)  a  discount 
factor  based  on  the  interest  rate  at  which 
the  reporting  entity  estimates  it  could 
obtain  financing  secured  solely  by  its 
proved  oil  and  gas  reserves  at  such  bal¬ 
ance  sheet  date. 

(3)  The  interest  rate(s)  used  as  the 
discount  factor(s)  together  with  the  ap¬ 
proximate  amount  of  the  change  in  the 
aggregate  amount  of  the  Present  Value 
of  Estimated  Future  Net  Revenues  from 
Proved  Reserves  as  of  the  balance  sheet 
date  which  would  result  from  a  one  per 
cent  change  in  the  discount  factor  used 
in  the  computation. 

(4)  The  weighted-average  price  of  oil 
and  of  gas  used  in  the  computation. 

(5)  Any  additional  information  of 
which  management  is  aware  and  which 
it  believes  is  necessary  to  prevent  the 
above  information  from  being  mislead¬ 
ing. 

These  amendments  are  proposed  to  be 
effective  for  financial  statements  for 
fiscal  years  beginning  after  June  15. 
1978,  and  for  interim  periods  within 
those  fiscal  years,  althoiigh  earlier  ap¬ 
plication  is  encouraged.  This  proposed 
effective  date  is  the  same  as  ^at  pro¬ 
posed  in  the  FASD  Exposure  Draft  and 
in  Release  Nos.  33-5861  and  33-5877. 

However,  whan  the  FASB  issues  its 
Statement  of  Financial  Accounting 
Standards  on  oil  and  gas  matters,  the 
Commission  plans  to  propose  amend¬ 
ments  to  conform  its  existing  require¬ 
ments  for  the  disclosure  of  quantities  of 
oil  and  gas  reserves  with  those  contained 
in  the  FASB  Statement.  The  Commis¬ 
sion’s  existing  requirements,  adopted  in 
Release  No.  33-5706  [41  FR  217641,  pro¬ 
vide  for  the  disclosure  of  quantities  of 
proved  reserves  but  not  as  part  of  finan¬ 
cial  statements.  In  these  amendments, 
which  would  become  effective  for  filings 
covering  fiscal  years  ending  on  or  after 
December  25.  1978,  the  Commission  ex¬ 
pects  to  propose  the  disclosure  of  proved 
reserve  quantities  in  the  format  pro¬ 
vided  in  the  FASB  Statement  together 
with  the  present  value  data  proposed  in 
this  release:  however,  the  Commission 
does  not  plan  to  require  such  disclosure 
in  financial  statements  until  the  FASB 
Statement  becomes  effective. 

These  amendments  are  proposed  to  be 
adopted  pursuant  to  authority  in  Sec¬ 
tions  6,  7.  8,  10  and  19(a)  [15  U.S.C.  77f, 
77g,  77h,  77j,  77sl  of  the  Securities  Act 
of  1933;  Sections  12,  13, 15(d),  and  23(a) 
115  U.S.C.  781,  78m.  78o(d),  78wl  of  the 
Securities  Exchange  Act  of  1934;  Sec¬ 
tions  5(b),  14,  and  20(a)  [15  U.S.C.  79e 
79n.  79t]  of  the  Public  Utility  Holding 
Company  Act  of  1935;  and  Section  503 
(b)(2)  [Pub.  L.  94—1631  of  the  Energy 
Policy  and  Conservation  Act  of  1975. 
Pursuant  to  S^tion  23(a)  (2)  of  the  Ex¬ 
change  Act  th'e  Commission  has  consid¬ 
ered  the  impact  of  these  proposals  on 
competition  and  is  not  aware  at  this  time. 
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of  any  btu'den  that  such  rule  amend¬ 
ments,  if  adopted,  would  impose  on  com¬ 
petition.  However,  the  Commission  spe¬ 
cifically  invites  comments  as  to  the 
competitive  impact  of  these  proposals,  if 
adopted. 

By  the  Commission. 

George  A.  Fitzsimmons, 

Secretary. 

Appendix 

Ajxerican  Petroleum  Institute. 

Washington,  D.C.  June  IS,  1977. 

Mr.  A.  Clarence  Sampson, 

Acting  Chief  Accountant,  Securities  and  Ex¬ 
change  Commission,  Washington,  D.C. 
Dear  Mr.  Sampson:  The  American  Petro¬ 
leum  Institute  presents  herewith  a  research 
report  entitled  "Measuring  and  Reporting 
the  ‘Replacement*  Cost  of  Oil  and  Gas  Re¬ 
serves’*  by  Professors  Glenn  A.  Welsch  and 
Edward  B.  Deakln  of  the  University  of  Texas. 

When  the  Commission  Issvied  Release  No. 
33-5608  in  August,  1975  proposing  disclosure 
of  replacement  cost  Information,  we  recom¬ 
mended  that  oil  and  gas  reserves  be  exempt¬ 
ed.  at  least  temporarily,  to  allow  more  time 
to  study  the  measurement  problems.  Ac¬ 
counting  Series  Release  No.  190,  issued  in 
March,  1976,  exempted  all  ’‘mineral  resource 
assets’’  upon  the  commitment  of  the  API  to 
sponsor  Independent  research.  ‘This  commit¬ 
ment,  however,  embraced  only  oU  and  gas 
reserves  and  those  assets  deriving  value 
therefrom. 

In  mid-June,  1976,  Professor  Glenn  Welsch 
of  the  University  of  Texas  was  selected  as 
the  project  director  with  Professor  Edward 
Deakln  as  the  principal  researcher.  An  Ad¬ 
visory  Committee,  composed  of  representa¬ 
tives  from  industry,  the  Securities  and  Ex¬ 
change  Commission,  the  Financial  Account¬ 
ing  Standards  Boar4,  the  American  Mining 
Congress,  and  two  consultants  assisted  the 
University  of  Texas  research  team  through¬ 
out. 

‘The  report  has  two  fundamental  conclu¬ 
sions;  that  the  replacement  cost  concept  is 
not  relevant  to  oil  and  gas  reserves;  and  that 
the  preferred  surrogate  for  replacement  cost 
Is  a  present  value  method  which  it  calls 
Equivalent  Purchase  Cost.  Before  express¬ 
ing  our  own  views  on  the  University  of  Texas 
report  and  the  applicability  of  ’‘replacement 
cost"  to  oil  and  gas  reserves,  we  want  to  say 
that  the  University  of  Texas  research  team 
has  made  a  substantial  contribution  to  a 
complex  subject  and  we  are  pleased  that  we 
had  the  opportunity  to  sponsor  it. 

The  University  of  Texas  report  was  re¬ 
viewed  In  great  detail  by  our  Accounting  Pol¬ 
icy  and  Practices  Subcommittee  as  well  as  by 
committees  representing  senior  management. 

In  summary  our  conclusions  with  respect 
to  the  University  of  Texas  report  and  the 
applicability  of  replacement  cost  disclosure 
to  oil  and  gas  reserves  are  as  follows; 

We  believe  that  the  concept  of  replacement 
cost  as  envisioned  in  ASR  190  is  not  appli¬ 
cable  to  oil  and  gas  reserves. 

That  supplementary  disclosures  of  the 
type  required  by  Section  503(c)  of  the  En¬ 
ergy  Policy  and  Conservation  Act  of  1975 
would  provide  useful  data  on  oil  and  gas 
reserves. 

We  urge  the  SEC  to  adopt  that  approach 
and  permanently  exempt  oil  and  gas  re¬ 
serves  from  replacement  cost  disclosure. 

Relevance  of  Replacement  Cost  Concept 
TO  Oil  and  Gas  Reserves 

‘The  research  team  has  concluded  that  the 
concept  of  replacement  cost  envisioned  by 
ASR  190  has  no  relevance  with  respect  to 
oil  and  gas  reserves  primarily  because  implicit 
In  a  replacement  cost  cimcept  is  the  assump¬ 


tion  that  assets  are  Indeed  replaceable.  But 
proved  oil  and  gas  reserves  In  the  United 
States  have  been  declining  for  several  years 
which  suggests  that  a  replacement  “ 

oil  gas  reserves  at  least  In  the  United 
States)  Is  based  on  a  questionable  and  risky 
premise  given  the  price  constralnU  \md» 
which  the  Industry  Is  now  operating. 

The  research  team  states  that  *’•  •  •  oil 
and  gas  reserves  are  not  replaced  In  kind. 
New  discoveries  of  oil  and  gas  typically  occur 
In  different  environments  having  substan¬ 
tially  different  characterlstldT  than  they  did 
some  years  ago.”  ‘They  go  on  to  say  that  "The 
fimf!  of  ultimate  exhaustion  of  the  supply  of 
oil  and  gas  available  to  Uj8.  development  Is 
becoming  closer.”  The  researchers  say  that  If 
existing  reserves  cannot  be  replaced  In  kind, 
or  Indeed  may  not  be  replaced  at  all  In  some 
Instances,  the  notion  of  estimating  the  re¬ 
placement  costs  for  such  reserves  Is  far  from 
reality. 

‘To  further  support  this  conclusion,  the  re¬ 
search  team  pointed  out  that  In  most  cases 
there  are  two  levels  of  replacement  cost  to  be 
Identified.  Since  most  petroleum  companies 
are  In  fact  discovering  some  new  oil  and  gas 
reserves  each  year,  there  may  be,  at  least 
theoretically,  a  current  cost  of  replacing  a 
porUon  of  the  oil  and  gas  reserves  being 
consumed  day  by  day.  While  it  Is  recognised 
that  these  newly-discovered  reserves  dlffw 
materially  from  the  reserves  currently  being 
produced,  there  Is  a  replacement  mechanism 
at  work.  Obviously,  the  newly-discovered  re¬ 
serves  are  In  different  locations  and  perhaps 
even  In  different  countries  from  the  reserves 
currently  consumed.  Furthermore,  most  firms 
have  had  to  resort  to  more  remote  and  hostile 
environments  In  their  search  to  replace  oil 
and  gas  reserves. 

'The  second  level  of  theiNetlcal  replacement 
cost  Is  the  cost  of  replacing  reserves  which 
were  not  restored  to  Inventory  In  the  on¬ 
going  exploration  and  development  process. 
The  research  team  summarized  this  problem 
by  stating  that  ’The  determination  of  re¬ 
placement  cost  in  a  meaningful  sense  of  the 
word,  requires  the  computation  not  only  of 
the  cost  to  replace  that  level  of  reserves  that 
are.  In  fact,  replaced,  but  would  also  require 
a  computation  of  the  cost  to  replace  the 
shortfall  In  reserves.’’  ’They  also  stated  that 
"Since  there  are  no  data  which  would  permit 
computation  of  the  replacement  cost  of  the 
shortfall  In  reserves,  on  a  specific  company 
or  Industry  basis,  direct  computation  of 
replacement  cost  Is  not  feasible  for  oil  and 
gas  reserves.*’ 

We  wholeheartedly  support  this  conclusion 
which  we  feel  Is  consistent  with  the  views 
generally  held  by  professionals  who  have 
studied  this  matter.  In  their  report.  Pro¬ 
fessors  Welsch  and  Deakln  commented  that 
"this  study  does  not  reconsider  the  report¬ 
ing  requirement  of  ASR  190,  nor  the  rele¬ 
vance  to  decision  makers  of  supplemental 
replacement  cost  Information  as  specified 
therein”  as  their  charge  was  not  to  prejudge 
the  merits  of  replacement  cost  but  Its  appli¬ 
cability  to  oil  and  gas  reserves.  ’The  API,  how¬ 
ever,  feels  obligated  to  comment  on  the  value 
of  replacement  cost  data  for  oil  and  gas  re¬ 
serves. 

We  specifically  request  that  the  Commis¬ 
sion  reconsider  the  application  of  the  pro¬ 
visions  of  ASR  190  to  the  hydrocarbon  re¬ 
serves.  We  believe  that  ample  data  have  been 
produced  to  show  the  Irrelevance  of  the  re¬ 
placement  cost  concept  ito  oil  and  gas  re¬ 
serves  and  that  fact  should  be  acknowledged. 
The  Commission  has  never  Intended  to  re¬ 
quire  companies  to  provide  meaningless  In¬ 
formation.  The  petroleum  Industry  In  Its 
concerns  for  the  investing  public  and  th» 
legal  requirements  of  the  Securities  and  Ex¬ 
change  Commission  also  Is  reluctant  to  pub¬ 
lish  irrelevant  and  possibly  misleading  data. 

Despite  the  conditions  and  warnings  which 
surround  the  disclosure  of  replacement  costs. 
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many  readers  of  financial  statements  will 
conclude  that  If  such  costs  are  reported  then 
It  Is,  In  fact,  possible  to  replace  the  assets. 
Everyone  familiar  with  the  petroleum  In¬ 
dustry  agrees  that  the  replacement  of  exist¬ 
ing  reserves  Is  an  Impractical  concept,  to¬ 
tally  out  of  character  with  the  realities  of 
the  Industry.  The  API  believes  therefore 
that  the  practical  solution  Is  to  exclude 
oil  and  gas  reserve  assets  from  the  provision 
of  ASR  190  and  substitute  expanded  dis¬ 
closure  such  as  it  called  for  In  Section  503(c) 
of  the  Energy  Policy  and  Conservation  Act. 

Recommended  Disclosttkb 

Instead  of  replacement  cost  data,  our  Ac¬ 
counting  Committee  unanimously  recom¬ 
mends  additional  disclosure  similar  to  that 
set  forth  In  Section  503(c)  of  the  Energy 
Policy  and  Conservation  Act  of  1975  (Pub. 
L.  94-163).  As  you  well  know,  that  Section 
requires  the  SEC  to  establish  accounting 
procedures  to  permit  the  compilation  of 
operating  costs,  revenue  and  capital  data 
pertaining  to  prospecting,  acquisition,  ex¬ 
ploration,  development,  and  production 
activities.  Included  In  the  cost  classifications 
would  be  such  expenditures  as  geological  and 
geophjrslcal  costs,  lease  acquisition  costs, 
carrying  costs,  unsuccessful  drilling  costs, 
successful  drilling  and  equipping  costs,  and 
the  cost  of  acoulring  oil  and  gas  reserves  by 
means  other  than  development.  In  addition, 
the  Act  requires  the  disclosures  of  oil  and 
gas  reserves  data,  both  domestic  and  foreign, 
to  facilitate  evaluation  of  financial  effort 
and  result.  The  financial  information  Is  to 
be  classified  by  function  to  facilitate  corre¬ 
lation  of  reserve  and  operating  statistics. 

We  believe  that  this  type  of  disclosure 
would  provide  the  Investor  with  more  useful 
data  than  a  replacement  cost  value  number. 
The  primary  advantage  that  such  historical 
cost  data  have  over  the  data  provided  by  the 
Equivalent  Purchase  Cost  method  Is  that 
they  are  more  reliable  because  they  are 
more  objective.  Other  advantages  are  that 
credibility  would  be  enhanced  since  dis¬ 
closure  for  SEC  reporting  under  their  Rule 
3-17  and  Section  503(c)  would  not  be  In 
conflict  and  comparability  between  compa¬ 
nies  would  be  enhanced  as  actual  incurred 
costs  would  be  more  relevant  than  present 
value  estimates.  Indeed  this  disclosure  was 
called  for  In  Accounting  Research  Study  No. 
11,  "Financial  Reporting  in  the  Extractive 
Industries",  by  Robert  E.  Field.  While  we  do 
not  know  the  exact  reporting  requirements 
which  will  grow  out  of  Section  503(c),  the 
provisions  call  for  significant  historical  find¬ 
ing  and  development  cost  data  with  an  indi¬ 
cated  objective  of  enabling  regulators,  in¬ 
vestors,  and  others  to  evaluate  the  effort  and 
results  of  firms  in  the  oil  and  gas  Industry. 

Consequently,  an  exemption  of  oil  and 
gas  reserves  from  the  replacement  cost  dis¬ 
closure  rule  would  merely  acknowledge  that 
the  replacement  cost  concept  is  not  appro¬ 
priate  for  oil  and  gas  reserves  and  that  dis¬ 
closure,  which  has  more  meaning,  is  being 
substituted. 

Universitt  of  Texas  Recommendation  for 
Implementing  ASR  190 

After  reaching  the  conclusion  that  replace¬ 
ment  cost  as  envisioned  by  ASR  190  cannot 
be  developed  for  oil  and  gas  reserves,  the 
research  team  set  about  to  find  a  suitable 


surrogate.  It  considered.  In  detail,  seven  dif¬ 
ferent  methods  for  developing  “theoretical 
equivalency"  to  replacement  cost,  and,  after 
Intensive  research,  concluded  that  the  most 
effective  of  these  is  a  procedure  which  It  calls 
Equivalent  Purchase  Cost. 

In  summary,  the  Equivalent  Purchase  Cost 
method  recognizes  that  proved  reserves  will 
not  be  replaced  in  full.  As  a  result,  a  firm 
will  attempt  to  replace  the  stream  of  future 
Income  arising  from  currently  held  oil  and 
gas  reserves.  As  these  reserves  are  produced, 
the  cash  throw-off  will  be  used  to  find  addi¬ 
tional  oil  and  gas  reserves  (to  the  extent 
that  is  possible)  or  to  find  other  sources  of 
revenue  In  order  to  preserve  the  continuity 
of  the  firm.  The  research  team  concluded 
that  while  It  is  not  possible  to  separate  the 
cash  flow  into  the  portion  used  to  replace 
oil  and  gas  reserves  and  the  portion  used 
to  obtain  other  revenue  sources.  It  is  pos¬ 
sible  to  determine  the  total.  The  total  sur¬ 
rogate  replacement  cost  for  a  stream  of  earn¬ 
ings  Is  the  net  present  value  of  future  cash 
flows  from  oil  and  gas  reserves  currently 
held.  This  method  assumes  that  a  firm  can 
afford  to  replace  Its  revenue  stream  until 
the  marginal  cost  of  the  last  Increment  ex¬ 
ceeds  the  present  value  of  Its  future  cash 
flow. 

Discounted  cash  flow  rates  of  return,  pres¬ 
ent  values  of  future  cash  flows,  and  other 
techniques  which  recognize  the  time  value 
of  money  are  used  widely  for  project  eval¬ 
uation.  In  order  to  produce  cash  flow  data 
Important  for  decision  making.  It  Is  neces¬ 
sary  to  forecast  price  changes,  development 
programs,  the  effect  of  Inflation  on  future 
operating  costs  and  capital  expenditures.  In¬ 
come  tax  rates.  Increasing  risks  associated 
with  finding  reserves,  the  new  technology 
which  has  to  be  developed  to  find  and  pro¬ 
duce  reserves,  and  many  other  variables.  Of 
soeclal  importance  Is  the  discount  rate  which 
varies  significantly,  deoending  upon  manage¬ 
ment’s  perceived  cost  of  capital  and  the  poli¬ 
tical  and  environmental  risks  which  vary 
from  country  to  country  and  area  to  area. 

All  this  information  forms  the  basis  for 
decision  making  and  few  managements 
would  be  willing  to  make  such  data,  incud- 
ing  the  underlying  assumptions,  available  to 
Its  competitors.  Furthermore,  It  Is  sublect 
to  frequent  modifications  as  events  unfold 
and  sublectlvlty  and  variability  are  not  de¬ 
sirable  for  public  data. 

To  overcome  these  very  real  problems,  the 
research  team  designed  a  present  value 
method  which  would  eliminate  the  choice 
of  variables  in  forecasting  future  cash  flows. 
They  recommended  that  oil  and  gas  prices 
and  tax  rates  be  held  constant,  that  no  in¬ 
flation  in  future  operating  costs  or  capital 
expenditures  be  assumed,  and  prescribed  a 
discount  rate.  This  simplified  procedure  Is 
suggested  as  a  means  for  avoiding  the  lack 
of  comparability  caused  by  different  firms 
having  varying  perceptions  of  the  future. 
Such  a  mechanistic  method  for  all  firms  re¬ 
duces  the  proposed  disclosure  to  a  meaning¬ 
less  collection  of  numbers. 

Implicit  In  the  research  team’s  proposal  is 
an  assumption  that  hydrocarbon  prices  are 
influenced  only  by  inflation.  To  evaluate  this 
assumption,  it  might  be  helpful  to  consider 
the  number  and  byzantine  path  of  price 
changes  which  have  been  made  in  the  past 


18  months  for  XT.S.  upper-tier  crude  oil.  Prior 
to  February,  1976,  upper-tier  crude  prices 
were  not  controlled.  Effective  on  February  1 
of  last  year,  upper-tier  crude  was  brought 
under  price  control  and  the  price  was  re¬ 
duced  from  the  levels  It  had  reached  while 
uncontrolled.  During  the  period  March  1  to 
June  1,  1976,  upper-tier  crude  prices  were 
allowed  to  increase  gradually,  month  by 
month,  in  response  to  Inflation  and  to  pro¬ 
vide  "incentive"  for  new  exploration  and 
development.  On  June  1.  the  price  of  upper- 
tier  crude  oil  In  the  n.S.  was  frozen  and 
remained  unchanged  until  the  end  of  1976. 
In  January  and  again  In  March  of  this  year, 
upper-tier  prices  were  rolled  back  20c  and 
45c  per  barrel  and  are  now  again  frozen, 
awaiting  a  new  basis  for  pricing  to  be  de¬ 
veloped  by  the  President  and  the  Congress. 

It  would  appear  that  oil  and  gas  prices 
will  be  controlled  by  the  U.S.  Government 
for  the  foreseeable  future  and  that  political 
considerations,  rather  than  economic  ones, 
will  have  the  major  impact  on  what  those 
prices  shall  be.  in  view  of  this,  a  present 
value  concept,  grounded  In  the  notion  that 
inflation  will  be  reflected  uniformly  In  reve¬ 
nues,  expenses,  and  costs  through  time,  is 
simply  not  relevant  to  the  petroleum  In¬ 
dustry, 

The  research  report  suggests  that  current 
selling  prices  be  used  for  forecasting  the 
cash  flows  arising  from  crude  reserves  pres¬ 
ently  held.  In  the  North  Slope,  for  example, 
since  production  has  been  held  up  awaiting 
the  ’Trans  Alaska  Pipeline  System,  no  such 
current  prices  are  available.  Gas  reserves  on 
the  Outer  Continental  Shelf  and  In  other 
areas  of  the  U.S.  must  await  pipeline  con¬ 
nections  before  they  can  be  brought  to  mar¬ 
ket.  The  Equivalent  Purchase  Cost  method 
provides  no  help  in  developing  the  cash  flows 
from  such  shut-in  reserves. 

We  believe  the  case  against  providing  re¬ 
placement  cost  information  for  oil  and  gas 
reserves  is  compelling  and  against  the  best 
Interests  of  the  Investing  public.  We  are  con¬ 
cerned,  therefore,  that  the  research  team, 
after  having  reached  this  conclusion,  went 
on  to  suggest  disclosure  of  what.  In  our 
opinion.  Is  undesirable  data  for  any  purpose. 
We  see  In  the  Equivalent  Purchase  Cost 
method  many  of  the  deficiencies  which 
caused  the  research  team  to  conclude  that 
replacement  cost  Is  not  relevant  with  re¬ 
spect  to  oil  and  gas  reserves.  ’The  theoretical 
cost  of  a  stream  of  future  income  falls  to 
recognize  that  revenue  sources  cannot  be 
replaced  In  kind  and  that  they  will  originate 
in  different  environments  with  character¬ 
istics  substantially  different  from  the  current 
revenue  stream. 

The  large  majority  of  our  Accounting  Com¬ 
mittee  members  cannot  support  this  method 
on  the  grounds  that  the  data  provided  would 
make  little.  If  any,  contribution  to  an  In¬ 
vestor’s  understanding  of  the  economics  of 
the  business  and.  Indeed,  could  be  mislead¬ 
ing. 

We  would  be  glad  to  discuss  with  you  any 
aspect  of  the  research  report  or  our  own 
views. 

Yours  truly, 

Robert  H.  Stewart,  i 
Finance  and  Accounting  Director,  i 

Enclosure. 
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